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Summary 

News reports in the late 1990s and early 2000s drew attention to a phenomenon sometimes called 
corporate “inversions” or “expatriations”: instances where U.S. firms reorganize their structure so 
that the “parent” element of the group is a foreign corporation rather than a coiporation chartered 
in the United States. The main objective of these transactions was tax savings and they involved 
little to no shift in actual economic activity. Bermuda and the Cayman Islands (countries with no 
corporate income tax) were the location of many of the newly created parent corporations. 

These types of inversions largely ended with the enactment of the American Jobs Creation Act of 
2004 (JOBS Act, P.L. 108-357), which denied the tax benefits of an inversion if the original U.S. 
stockholders owned 80% or more of the new firm. The act effectively ended shifts to tax havens 
where no real business activity took place. 

However, two avenues for inverting remained. The act allowed a firm to invert if it has substantial 
business operations in the country where the new parent was to be located; the regulations at one 
point set a 10% level of these business operations. Several inversions using the business activity 
test resulted in Treasury regulations in 2012 that increased the activity requirement to 25%, 
effectively closing off this method. Firms could also invert by merging with a foreign company if 
the original U.S. stockholders owned less than 80% of the new firm. 

Two features made a country an attractive destination: a low corporate tax rate and a territorial tax 
system that did not tax foreign source income. Recently, the UK joined countries such as Ireland, 
Switzerland, and Canada as targets for inverting when it adopted a territorial tax. At the same 
time the UK also lowered its rate (from 25% to 20% by 2015). 

Several high profile companies have more recently indicated an interest in merging or plans to 
merge with a non-U. S. headquartered company, including Pfizer, Chiquita, AbbVie, and Burger 
King. For Pfizer, which has accumulated substantial profits in subsidiaries in low tax foreign 
countries that would be taxed if paid to the U.S. parent, the territorial tax system is likely the most 
important tax benefit from such a merger. This “second wave” of inversions again raises concerns 
about an erosion of the U.S. tax base. 

Two policy options have been discussed in response: a general reform of the U.S. corporate tax 
and specific provisions to deal with tax-motivated international mergers. Some have suggested 
that lowering the corporate tax rate as part of broader tax reform would slow the rate of 
inversions. Although a lower rate would reduce the incentives to invert, it would be difficult to 
reduce the rate to the level needed to stop inversions, especially given the effect of the revenue 
loss on the budget. Other tax reform proposals suggest that if the United States moved to a 
territorial tax, the incentive to invert would be eliminated. There are concerns that a territorial tax 
could worsen the profit-shifting that already exists among multinational firms. 

The second option is to directly target the merger inversions. H.R. 4679, S. 2360, and the 
President’s FY2015 budget proposal would treat all mergers as U.S. firms if the U.S. shareholders 
maintain control of the merged company. H.R. 1554, H.R. 3666, and S. 268 are among the 
proposals that would limit the tax benefits of an inversion, while H.R. 694 and S. 250 would, in 
addition to limiting tax benefits for merged firms, eliminate deferral. H.R. 5278 and S. 2704 
would disallow awarding federal contracts to inverted firms. Other legislative and administrative 
proposals to reduce the benefits of inversions have been proposed. On September 22, 2014, the 
Treasury announced regulatory measures to limit some of the benefits of inversions. 
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Introduction 

The U.S. corporate income tax is based on worldwide economic activity. If all of a corporation’s 
economic activity is in the United States, then tax administration and compliance is relatively 
straight-forward. Many corporations, however, operate in several jurisdictions, which creates 
complications for tax administration and compliance. Further, corporations may actively choose 
where and how to organize to reduce their U.S. and worldwide tax liabilities. Some of these 
strategies have been referred to as expatriation, inversions, and mergers. This report examines 
them in light of recent expansion of their use and growing congressional interest. 

This report begins with a brief discussion of relevant portions of the U.S. corporate income tax 
system before examining how inversions were commonly structured. The report then looks at 
how Congress and Department of the Treasury have reduced the benefits of inversions. The report 
concludes with an examination of methods that remain to invert and policy options available to 
prevent or limit these inversions. 

Achieving tax savings using an inversion became more difficult with the enactment of the 
American Jobs Creation Act of 2004 (JOBS Act, P.L. 108-357). The JOBS Act denied or 
restricted the tax benefits of an inversion if the owners of the new company were not substantially 
different from the owners of the original company. The act also allowed a firm to invert only if it 
had substantial business operations in the country where the new headquarters was to be located. 

Although the 2004 legislation largely prevented the types of inversions that drew attention prior 
to its adoption, several companies have successfully inverted in the past few years by using the 
substantive business operations mechanism or merging. 1 Treasury regulations have subsequently 
limited the former mechanism. 2 

In the spring of 2014, several high-profile companies indicated an interest in merging or plans to 
merge with a non-U.S. firm, including Pfizer, 3 Chiquita, 4 and Omnicom (an advertising firm). 5 
News reports indicated that a group of Walgreens investors were also urging such a move. 6 

1 John D. McKinnon and Scott Thurm, “U.S. Firms Move Abroad to Cut Taxes: Despite ’04 Law, Companies 
Incorporate Overseas, Saving Big Sums on Taxes,” Wall Street Journal, August 28, 2012, http://online.wsj.com/news/ 
articles/SB 100008723963904442305045776 152326021 07536?mod=WSJ_business_LeadStoryCollection&mg= 
reno64-sj&url= 

http%3A%2F%2Fonline.wsj ,com%2Farticle%2FSB 100008723963904442305045776 1 5232602 107536.html%3Fmod 
%3DWSJ_business_LeadStoryCollection; Bret Wells, “Cant and the Inconvenient Truth about Corporate Inversions.” 
Tax Notes, July 23. 2012, pp. 429-439; Reuven S. Avi-Yonah, “Territoriality: For and Against,” Tax Notes 
International, May 13, 2013, pp. 661-663. 

2 Treasury Decision, T.D. 9592, July 12, 2012. 

3 Pfizer failed in its initial bid to acquire Astra-Zeneca, but a takeover could still occur. Inyoung Hwang, “AstraZeneca 
Bullish Options Gain on Pfizer Comeback Bets,” Bloomberg News, September 2, 2014, http://www.bloomberg.com/ 
news/20 14-09-02/as trazeneca-bullish-options-gain-on-pfizer-comeback-bets.html. 

4 A company may invert even if it does not currently expect to pay U.S. tax. See 10K Filing of Chiquita Brands 
International, Inc. to the Securities and Exchange Commission, March 31, 2009. 

5 Omnicom has abandoned its proposed merger. See David Gelles, “At Odds, Omnicom and Publicis End Merger,” 

May 8, 2014, New York Times, http://dealbook.nytimes.com/2014/05/08/ad-agency-giants-said-to-call-off-35-billion- 
merger/. 

6 Ameet Sachdev and Peter Frost,” Walgreen Pressured To Move Headquarters To Europe,” Chicago Tribune, April 
1 4, 20 1 4, http://articles.chicagotribune.com/20 1 4-04- 1 4/business/chi- walgreens-headquarters-to-europe- 
(continued...) 
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